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P husband (PH) was CEO and chairman of the board
of SE Corp., which had devel oped a process for
recovering synthetic crude oil and other mnerals from
oil sands. In March 1997, as part of an effort to
finance conpletion of an oil recovery plant in Canada
using SE Corp.’s technology, PH lent SE Corp. $2
mllion fromfunds borrowed fromMerrill Lynch (M)
through his M. margi n account. PH pledged a portion of
his SE Corp. common stock as security for loans to him
t hrough that account. In My 1997, M. denanded
repaynent of PH s margin account | oans and, upon
default by PH M sold a portion of the pledged shares
and returned the balance to PH. I n June and July 1997,
SE Corp. filed petitions in the U S. and Canada for
reorgani zation in bankruptcy. In Septenber 1997, SE
Corp. stock was delisted by NASDAQ and thereafter was
listed in the “pink sheets” and traded over the
counter. Although forced to sell its Canadi an
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operating assets and mneral |eases in order to
generate cash to pay creditors, and faced with other
difficulties (e.g., an SEC investigation, delinquent
SEC mandatory filings, and class action lawsuits), SE
Corp. energed from bankruptcy in 1998 still owning its
technol ogy and various U. S.-based assets and personnel,
and with plans to cormmercialize its technology in the
near future. On Dec. 31, 1997, SE Corp.’s common st ock
was trading at $3 a share.

The issues for decision, all involving taxable
year 1997, are: (1) Wiether Ps are taxable on M.’ s
sal e of pledged shares; (2) if taxable on that sale,
whet her they may conpute PH s basis in the shares under
a LIFO (as opposed to a FIFO nethod for conputing
basis; (3) whether they are entitled to a $2 mllion
busi ness (or, alternatively, nonbusiness) bad debt
deduction for the worthlessness of PHs $2 nmillion | oan
to SE Corp.; and (4) whether they are entitled to a
wort hl ess stock | oss deduction for the worthl essness of
PH s SE Corp. comon stock

1. Held: Ps are taxable on M.'s sal e of pl edged
shares.

2. Held, further, PH s bases in the pl edged
shares sold by M. nust be conputed on a FI FO basi s.

3. Held, further, Ps are not entitled to any bad
debt deduction for the worthl essness of PHs $2 mllion
| oan to SE Corp.

4. Held, further, Ps are not entitled to a
wort hl ess stock | oss deduction for the worthl essness of
PH s SE Corp. comon stock

Charles E. Anderson, for petitioners.

Vicki L. Mller, for respondent.
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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

HALPERN, Judge: By notice of deficiency (the notice),
respondent determ ned a deficiency of $259,874 in petitioners’
1997 Federal income tax. By the petition, petitioners assign
error to respondent’s determination. Petitioners also assign
error to respondent’s denial of their clains for refund for 1997.
The al |l owance of one or nore of those clainms would result in a
refund of $45, 400, the anmount of tax petitioners paid for 1997.1
After concessions,? the issues for decision are whether
petitioners are entitled to: (1) Avoid paying tax on the 1997
sal e of 634,100 shares of Solv-Ex Corp. (Solv-Ex) common stock
issued to petitioner John S. Rendall (M. Rendall) on the ground
that they received no benefit fromthe proceeds of the sale; (2)

alternatively, if they are held to be taxable on that sale,

! Petitioners’ originally filed 1997 return reports total
tax due of $383,632, total tax paynents of $45,400, and an anount
owed equal to the difference, $338,232 (m stakenly conputed to be
$338,630 on the return). Pursuant to sec. 6211(a), Internal
Revenue Code of 1986, as anended, the notice determ nes a
deficiency equal to the excess of the tax properly due, $643, 506,
over the tax shown on the return, $383,632. The parties
stipulate that the $338,630 originally reported by petitioners as
t he amount owed for 1997 has never been paid, except for
$2,001.89 collected as offsets to refunds due petitioners for
2001 and 2002. The record does not indicate whether the bal ance
has been assessed pursuant to sec. 6201(a)(1), Internal Revenue
Code of 1986, as anended.

2 Petitioners concede that petitioner Christobel Rendall is
not entitled to relief fromjoint and several liability (innocent
spouse relief) with respect to any deficiency or underpaynent for
1997.
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conpute their long-termcapital gain therefromby using a | ast-
in-first-out (LIFO nethod for conputing cost basis, as they
allege, or by using a first-in-first-out (FIFO nethod for
conputing cost basis, as respondent alleges (the LIFQ FIFO basis
issue); (3) a $2 million nonbusiness bad debt deduction in 1997
as the result of the worthlessness in that year of a $2 million
debt from Solv-Ex to M. Rendall; (4) alternatively, a $2 nillion
busi ness bad debt deduction as a result of that alleged
wort hl essness; and (5) a worthless stock | oss deduction for the
wort hl essness, in 1997, of either M. Rendall’s remai ning common
stock in Solv-Ex after the sale of 634,100 shares or (assum ng
the sale of those shares is held not to be taxable to
petitioners) his comopn stock interest in Solv-Ex, including
t hose 634, 100 shares.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the year at issue, 1997
and all Rule references are to the Tax Court Rules of Practice
and Procedure.
FI NDI NGS OF FACT®

Sonme facts are stipulated and are so found. The stipul ation

3 To the extent that petitioners or respondent fail to set
forth objections to the other’s proposed findings of fact, we
concl ude that those proposed findings of fact are correct except
to the extent that the nonobjecting party’s proposed findings of
fact are clearly inconsistent therewith. See Jonson v.

Comm ssioner, 118 T.C 106, 108 n.4 (2002), affd. 353 F.3d 1181
(10th G r. 2003).
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of facts, with acconpanying exhibits, is incorporated herein by
this reference.

At the tinme the petition was filed, petitioners resided in
Al buquer que, New Mexi co.

Sol v-Ex’s Formati on and Operati ons Through March 1997

Sol v- Ex was incorporated on July 2, 1980, under New Mexi co
law. M. Rendall and another individual were the founding
sharehol ders. M. Rendall|l purchased 2, 700,000 shares of Sol v-Ex
common stock at a cost of 1 cent a share at the conpany’s initial
of fering of stock on July 2, 1980. Beginning on July 17, 1981,
and endi ng on August 7, 1996, M. Rendall’s conmobn stock interest
in Solv-Ex underwent a net increase to 3,162,860 shares.* M.
Rendal | served as chief executive officer (CEOQ and chairnman of
the board of Solv-Ex fromits inception through Novenber 1, 2000,
when he resigned.

Sol v- Ex’ s business activity consisted of researching and
devel oping a process to extract bitumen fromoil sands and
convert it into a synthetic crude oil. Solv-Ex clainmed to have
devel oped a cost-effective nethod to extract and process oil and
industrial mnerals fromoil sands. Solv-Ex also clainmed to have
devel oped a patented process to recover raw al um num and ot her

mar ket abl e m neral products fromthe fine clays contained in oi

4 During that period, M. Rendall purchased a total of
677,860 shares at prices ranging from1l cent to $19 a share, and
he sol d 215, 000 shares.
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sands or in the waste tailings that result after the oil sands
are processed. Solv-Ex contended that the val ue of those
mar ket able mnerals was three tinmes the value of the oil produced
fromthe oil sands

Beginning in 1981 with its initial public offering, Solv-Ex
was a public conpany, and its shares were traded on the NASDAQ
Smal|l Cap Market. |Its financial statenents reflected its status
as a “devel opnent stage enterprise” in accordance with Statenent
of Financial Accounting Standards No. 7 (FAS 7), which includes
in the description of such conpanies a conpany for which
“[ p]l anned princi pal operations have not commenced * * * [or]

[ p] l anned princi pal operations have comrenced, but there has been
no significant revenue therefrom?”

During 1995, Sol v-Ex acquired a 90-percent interest in oi
sands |l eases in Al berta, Canada (the | eases). After performng
feasibility studies for devel opnent and comrerci al operation of
the | eases, Sol v-Ex decided to devel op the | eases and raise the
capital required to construct an oil extraction and upgradi ng
plant in Alberta at an estimted cost of $125 million. 1n 1996,
Solv-Ex was able to raise only $77 mllion through the sale of
convertibl e debentures and stock. Because that was |ess than the
estimated construction cost for the plant, Solv-Ex decided to
nodi fy its plans and build only an initial stage plant in

Al berta, the remaining facilities to be built later. Solv-Ex's
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inability to secure the funds needed to construct a full-scale
commercial plant in 1997 was due to the October 1996 deci sion by
Deut sche Bank to renege on a “handshake deal” between Sol v- Ex and
a subsidiary of Deutsche Bank (nade before the latter’s
acquisition of the subsidiary) whereby Solv-Ex was to receive
$100 million of financing in January 1997.

Construction of the initial stage plant began in August
1996, and wth the testing of the plant’s operation in March
1997, was then conplete. The plant produced 600 gal |l ons of good-
quality oil during a 12-hour period on March 31, 1997, thereby
denonstrating the viability of Solv-Ex's oil extraction process.

1997 Efforts To Conplete the Initial Stage G| Recovery Pl ant

In early 1997, still intent on conpleting the initial stage
plant,®> M. Rendall pursued alternative financing for Sol v-Ex.

On March 26, 1997, M. Rendall made a $2 mllion loan to Sol v- Ex

(the $2 mllion loan) fromfunds borrowed from Merrill Lynch,
Pierce, Fenner & Smth, Inc. (Merrill Lynch) through M.
Rendall’s Merrill Lynch margin account®. The $2 million |oan

(which, in form constituted a $2 million wire transfer from

Merrill Lynch to Sol v- Ex's bank account) increased M. Rendall’s

5> Plant nodifications were necessary in order to enable the
plant to run conti nuously.

6 M. Rendall established that account on Mar. 20, 1997, by
transferring his existing Smth Barney & Co. margin account to
Merrill Lynch.
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total indebtedness against his Merrill Lynch nmargin account to $4
mllion. M. Rendall rmade the $2 million | oan as an i nducenent
to outside lenders to put up an additional $20 mllion of
financing for Solv-Ex. Solv-Ex used the $2 mllion received from
M. Rendall (plus an additional $10 mllion received fromthree
outside lenders in April 1997 in exchange for convertible
debentures) to continue work on the initial stage plant.

M. Rendall’'s Pl edge of Solv-Ex Common Stock to Merrill Lynch

In order to receive a line of credit through his Merrill
Lynch margi n account, M. Rendall, on March 20, 1997 (the sane
day he opened the account), executed a docunent entitled “Pl edge
Agreenment For Lending on Shelf Registered, Control or Restricted
Securities” (the pledge agreenent). Pursuant to the terns of the
pl edge agreenent, M. Rendall pledged 2,610,000 shares of Sol v-Ex
comon stock “as security for the repaynent of indebtedness of
the pledgor to the pledgee.” Also, pursuant to the pl edge
agreenent, any |l oans made by Merrill Lynch thereunder were
payabl e on demand. On April 3, 1997, M. Rendall pledged an
addi ti onal 50,000 shares of Sol v-Ex common stock as col |l ateral
for loans fromMerrill Lynch through his margin account. O the
2,660, 000 shares of Solv-Ex stock pledged to Merrill Lynch,

2,500, 000 shares consisted of certificates for stock purchased by

M. Rendall for 1 cent a share in 1980. The certificates for the
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remai ni ng 160, 000 pl edged shares consi sted of stock he purchased
at various tines after 1980.

Merrill Lynch's Sale of the Pl edged Stock

On May 2, 1997, Merrill Lynch sent a letter to M. Rendal
demandi ng paynent of the margin loan in the anmount of
$4, 195, 022. 80, “plus all accrued interest”, by May 9, 1997. |If
M. Rendall failed to repay the margin | oan by that date, Merril
Lynch stated that it would liquidate sufficient shares of Solv-Ex
stock fromthe margin account to cover the margin debt. The
letter further stated that, if $2 mllion were received by May 9,

the due date for the bal ance woul d be extended until My 16,

1997.

I n ensui ng correspondence between Merrill Lynch or counsel
for Merrill Lynch and Sol v- Ex and/or counsel for Solv-Ex, counsel
for Sol v-Ex di sputed and counsel for Merrill Lynch defended
Merrill Lynch's right, under the Federal securities |laws, to sel

the pledged stock. In a letter dated May 22, 1997, Merrill Lynch
requested Solv-Ex and its transfer agent to register 1,100,000
shares of the pledged Sol v-Ex stock for transfer in the nane of
Merrill Lynch. In a response to that letter and in a letter to
the transfer agent, both dated May 27, 1997, counsel for Sol v-Ex
acknow edged that the requested reregistration/rei ssuance of
shares was acconplished by the transfer agent w thout perm ssion

to do so fromeither Solv-Ex or counsel for Sol v-Ex.
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Merrill Lynch filed with the Securities and Exchange
Comm ssion (SEC) a Form 144, Notice of Proposed Sal e of
Securities Pursuant to Rule 144 under the Securities Act of 1933
(the Form 144)7, dated May 28, 1997. The Form 144 notified the
SEC of the possible sale of 1,100,000 shares of Sol v- Ex common
stock acquired on account of a “Default of Margin Loan”, but
included a statenent that “[p]ledgee intends to sell the nunber
of shares required to satisfy the indebtedness of pledgor.” The
Form 144 |ists Merrill Lynch as the “person for whose account the
securities are to be sold” and M. Rendall as pledgor. Merril
Lynch signed the Form 144 as pl edgee.

From May 28 t hrough June 4, 1997, Merrill Lynch sold 634, 100
shares of the pledged Sol v-Ex comon stock in |lots ranging from
2,000 to 40,000 shares and at prices ranging from$6 to $7.625 a
share. The total net sale proceeds fromthe sales of those
shares was $4,229,479. M. Rendall did not identify the specific
shares of Sol v- Ex common stock pledged to Merrill Lynch that were
to be sold. At the end of June 1997, Merrill Lynch returned to
M. Rendall a single stock certificate, which conprised the
shares of the pledged Sol v- Ex comobn stock not sold by Merril

Lynch.

" Rule 144 (17 C.F.R sec. 230.144 (2006)) was pronul gated
by the SEC
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Failure To Conplete the Initial Stage Pl ant

Sol v- Ex had continued to nmake nodifications to its initial
stage plant in Alberta during April 1997, but, because it could
not obtain anticipated financing, Solv-Ex began to nothball the
plant in |ate May 1997.

Toward the end of June 1997, M. Rendall, on behalf of Sol v-
Ex, continued his attenpts to obtain financing for the conpletion
of the initial stage plant, this tine by offering to sell a part
of the conpany to a large oil conpany. Those attenpts proved
unsuccessful when the prospective buyer of a 1/2-interest in
Sol v- Ex backed out of the proposed deal upon |earning from M.
Rendal I that Sol v-Ex would be filing for bankruptcy protection
under Canadian | aw as a neans of avoiding the filing of a lien by
a |large unpaid creditor.

Sol v- Ex’ s Bankr uptcy Reor gani zati ons

On July 14, 1997, Solv-Ex filed a petition for bankruptcy
protection in Canada under the Conpani es’ Creditors Arrangenment
Act, the Canadi an equivalent of a filing under chapter 11 of the
United States Bankruptcy Code (the Canadi an bankruptcy). On
August 1, 1997, Solv-Ex filed a petition under the said chapter
11 in the U. S. Bankruptcy Court for the District of New Mexico
(the U S. bankruptcy). The two bankruptcy cases (the joint

bankruptcies) were jointly adm nistered by each country’s
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respective court pursuant to a cross-border insolvency protocol
agr eenent .

On Cctober 24, 1997, M. Rendall filed a proof of claimin
t he Canadi an bankruptcy, which included his unsecured claimfor
the $2 mllion loan. That clai mwas disallowed, whereupon, on
Decenber 1, 1997, he filed a notion objecting to the claim
di sal l owance in which he contested the bankruptcy court’s
treatment of the $2 million loan as a debenture rather than as an
unsecured claim Utimtely, on Septenber 9, 1998, in
satisfaction of his $2 mllion claim (plus accrued interest) in
the U S. bankruptcy, M. Rendall received 5,728,767 shares of new
common stock of Sol v-Ex. The nunber of shares was determ ned
under a fornula applicable to certain convertible debenture
hol ders that was set forth in the Second Anended Pl an of
Reor gani zation for Sol v- Ex, dated June 23, 1998 (the plan of
reorgani zati on), and was based upon the closing bid price per
share on the date imedi ately preceding the date of conversion,
whi ch turned out to be 50 cents a share.

During the course of the joint bankruptcies, Solv-Ex sold
its interest in the leases and its oil production facilities and
equi pnent in Canada to two separate buyers: (1) A 78-percent
interest to Koch Exploration Canada, Ltd. (Koch), in exchange for
Can$30 mllion, with Koch al so receiving warrants (exercisable

for alimted tinme) to purchase 2 mllion shares of Sol v-Ex
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common stock at a discount; and (2) its renmaining 12-percent
interest to United Tri Star Resources, Ltd.(UTS), which already
hel d a 10-percent interest in those assets, in exchange for $3
mllion and 5 mllion shares of UTS common stock. Both of those
sales closed in March 1998, although Sol v-Ex had entered into a
prelimnary agreenment with Koch on Novenber 14, 1997.

As part of the agreenent with Koch, Solv-Ex retained
ownership of its hydrocarbon extraction technologies, its
technol ogies for mneral and netal extraction, and the rights to
devel op the | eases for the recovery of such mnerals and netals.
Sol v-Ex al so retai ned nunerous process patents in the United
States, Canada, and other countries covering its bitunmen and
m neral extraction technol ogies, both for oil sands and oi
shale. In addition, Solv-Ex retained other assets, including 1.5
acres of land in Al bugquerque, New Mexico, upon which a research
facility, office space, a pilot plant, an acid plant, and
machi nery and equi pnent were situated. It also continued to
enpl oy a team of research engineers for a possible fresh start.

In the business plan set forth in its anmended di scl osure
statenent filed in the U S. bankruptcy on June 23, 1998 (the
anended di scl osure statenent), Solv-Ex set forth its intention to
focus on: (1) Commercializing its Ti02S technol ogy, Solv-Ex's
trade nane (for which it had applied for a trademark) for a

substitute filler and pignent for titanium dioxide useful in the
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paper, paint, and plastics industries; (2) supporting the
licensing of Solv-Ex’s bitunmen extraction process technol ogy; and
(3) “obtaining a joint venture partner for a project that wll
establish a major alum na and al um num reducti on production
facility in Al berta, Canada, or at another site yet to be
determ ned.” The business plan was devel oped with a goal of
bringing a reorgani zed Solv-Ex to the point of positive cashfl ow
by the year 2000.

On April 24 and May 14, 1998, Solv-Ex entered into
menor anduns of understanding (MOUs) with two separate conpanies
(one a Venezuel an conpany) to jointly explore the devel opnent and
production of Solv-Ex's Ti02S technol ogy for comercial use.
Those MOUs were part of Solv-Ex's business plan.

In an exhibit attached to the anended di scl osure statenent,
Sol v-Ex stated that the Koch and UTS sal es provided a neans for
the satisfaction of substantially all of the nonsubordinate,
nondebenture debt, and that the proposed business plan woul d
all ow “t he Reorgani zed Sol v- Ex energing from chapter 11
protection to nove forward with the comrercial devel opnent of its
val uabl e technol ogies in Ti02S, alum na and al um num production.”

On July 31, 1998, the U. S. Bankruptcy Court for the D strict
of New Mexi co approved the plan of reorganization, effective
August 31, 1998. A simlar order was entered in the Canadi an

bankruptcy. Upon confirmation of the plan of reorganization,
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Sol v- Ex enmerged from bankruptcy in both the United States and
Canada, and it continued to operate.

Sol v- Ex’ s SEC Probl ens

Because of the joint bankruptcies and its inability to
obtain audited financial statements, Solv-Ex failed to file a
Form 10- K, Annual Report Pursuant to Section 13 or 15(d) of the
Securities Exchange Act of 1934, with the SEC for the year ended
June 30, 1997,8 as required under the Securities Exchange Act of
1934. That report was due to be filed on or before Septenber 28,
1997. For the same reasons, Solv-Ex failed to file quarterly
reports on Form 10-Q (the quarterly report under Section 13 or
15(d)) for the quarters ended Septenber 30 and Decenber 31, 1997.
As of m d-June 1998, Solv-Ex still intended (and expected to be
able) to file the delinquent reports and subsequent reports
becom ng due in the near future.

In March 1996, the SEC initiated an investigation involving
the rel ati onship between Sol v- Ex and anot her conpany.
Subsequently, in 1997, SEC staff nenbers sent letters to Sol v- Ex
advising that the staff intended to recommend that the SEC seek
an i njunction against Solv-Ex and certain individuals, including

M. Rendall, for Federal securities laws violations; i.e., the

8 Solv-Ex kept its books on a June 30 fiscal year basis.
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maki ng of false and m sl eadi ng statenents regardi ng the conpany’s
operations.?®

Litigation I nvol ving Sol v- Ex

In October, Novenber, and Decenber 1996, Solv-Ex, M.
Rendal I, and other officers of Solv-Ex were nade defendants in
cl ass action suits brought by Sol v- Ex sharehol ders all eging fal se
and m sl eading statenments relating to Solv-Ex in violation of
both Federal and New Mexico securities laws. The clains alleged
in those |awsuits were recogni zed as clains in the joint
bankruptcies, or the action was stayed by reason of the chapter
11 bankruptcy. In the anended discl osure statenent, Sol v-Ex
expressed its intent “to vigorously defend the actions filed
against it”, and it stated its belief that those actions were
“W thout merit”.

On August 9, 1996, Sol v-Ex sued certain individuals and
entities in the U S District Court for the Southern D strict of
New Yor k, seeking damages in excess of $12 million for actions
intended to further the defendants’ short selling schenmes. The
suit was di sm ssed without prejudice because of the bankruptcy
proceedi ngs. In the anended di scl osure statenent, Solv-Ex stated
its intent to refile the suit following its discharge from

bankruptcy. In Cctober and Decenber 1998, Sol v- Ex brought suits

® The SEC did commence such an action in Federal District
Court on July 20, 1998.
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agai nst Deut sche Bank and others, with a potential recovery of
$100 m I lion, which accused the defendants of actions that had
negatively affected the value of its stock.

Sol v-Ex’s Operations After Di scharge From Bankruptcy

Because of a change in the Venezuel an Governnent in |ate
1998 that led to the dissolution of one of Solve-Ex s prospective
Venezuel an partners, the Venezuel an project for the
commerci alization of Solv-Ex's Ti02S technol ogy never
mat eri al i zed.

Upon enmergi ng from bankruptcy in August 1998, Sol v-Ex
retained its technol ogi es and ot her assets, including the |and,
office building, research facility, pilot plant, acid plant, and
machi nery and equi pnent in Al buquerque, New Mexico, plus various
tax refunds and other clains. It retained enpl oyees to oversee
its continued research and devel opnent efforts with respect to
its technol ogi es.

Sol v- Ex continued to seek funding for future operations,
and to that end, in Novenber 1998, it raised $812,000 through a
private placenment of 1,624,000 shares of new common stock and
919, 400 stock warrants. At the tine of the trial, Solv-Ex had
never earned a profit, had not produced for sale any oil or other
products, and had not had any sales fromits research and
devel opnent technologies. Nor had it been successful in

recovering any anount fromany lawsuit. Moreover, as of October
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2000, it still was remiss in filing many of its required SEC
Fornms 10-K and 10-Q for the years 1997 through 2000.
On Novenber 1, 2000, M. Rendall resigned as CEO and
chai rman of the board of Sol v-Ex, and he was replaced in both
roles by Frank Cotti (M. Cotti), who had previously been the
conpany’s chief financial officer.

Sol v- Ex’s Financial Statenents

The record does not contain any financial statements (in
particular, there is no bal ance sheet) reflecting Solv-Ex's
financial position as of Decenber 31, 1997. A set of unaudited
financial statenents is attached as an exhibit to the anended
di scl osure statenment. Those statenents include a bal ance sheet
for Solv-Ex and subsidiaries!® as of March 31, 1997, which shows
total assets of $105,451,134 and total liabilities of
$58,378.781. An independent auditor’s report dated January 27,
1999, contains an audited bal ance sheet for Sol v-Ex and
subsidiaries as of August 31, 1998. It shows total assets of
$6,174,772 and total liabilities of $8,121,573. |Included in
liabilities is the $2 mllion |loan that was subsequently
satisfied by M. Rendall’s receipt of 5,728,767 shares of Sol v-Ex

common st ock

10 For a period including at |east a part of 1997, Sol v-Ex
conducted research and devel opnent activities through two
subsidiary corporations, and it used a third subsidiary to supply
enpl oyees to run its initial stage plant.
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During 1997, Solv-Ex's largest debt obligation was a $33
mllion convertible debenture held by Phenmex Establishnment
(Phemex), a Liechtenstein entity, which was created on April 21,
1996, under a convertible | oan agreenent. Solv-Ex was prepared
to assert offsetting clains against Phenex and its affiliates.
Phemex failed to file a proof of claimin either the U S. or the
Canadi an bankruptcy by the deadlines established for such filings
(January 31, 1998, in the U S. bankruptcy). Therefore, Phenex
was deened to have waived its claimentirely, and the cl ai mwas
di sall owed in the joint bankruptcies.

Trading i n Sol v- Ex Common St ock

Before the joint bankruptcies, the principal market in
whi ch Sol v-Ex’ s common stock was traded was the NASDAQ Smal | - Cap
Market. As a result of devel opnents in the bankruptcy
proceedi ngs, NASDAQ delisted the Sol v- Ex commobn stock on
Septenber 17, 1997. Thereafter, the stock traded over the
counter in what is comonly referred to as the “pink sheets”.
During the first quarter of 1997, Solv-Ex conmon stock
traded between a high of $21.50 and a | ow of $10 a share. During
t he succeedi ng quarter ended June 30, 1997, which included
Merrill Lynch’s sal es of pledged stock, Solv-Ex common stock
traded between a high of $14.125 and a | ow of $3 a share. As of
Decenber 31, 1997, the stock was trading over the counter at

approximately $3 a share. The stock continued to trade over the
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counter in 1998 and averaged at or near $1.25 a share for the
tradi ng days inmmediately prior to the end of May 1998. On July
28, 1998, the stock traded at $.875 a share.

Petitioners’ 1997 Return and Anended Returns

On the Schedule D, Capital Gains and Losses, attached to
their original 1997 return, filed October 15, 1998, petitioners
used a LIFO (last stock purchased, first stock sold) nethod for
determning M. Rendall’s basis in the 634, 100 shares of Sol v-Ex
common stock pledged to and sold by Merrill Lynch. Petitioners
reported total basis for those shares of $1, 305,714 and total
gai n of $2,923,765 ($4, 229,479 - $1, 305, 714).

On April 14, 1999, March 18, 2002, and January 22, 2003,
petitioners filed four amended returns (the first through fourth
amended returns).!* Al of the amended returns report a net |oss
for 1997 and claima refund of $45,400, petitioners’ total tax
paynments for that year. There are differences anong them
however, particularly with respect to both the amounts of |oss
and the bases for the |oss.

The first anmended return differs fromthe original return by
cl ai m ng a nonbusi ness bad debt deduction (short-term capital

| oss) for the worthl essness of the $2 million |loan. The second

11 Both the third and the fourth anended returns were filed
on Jan. 22, 2003.
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amended return clainms a business bad debt deduction (ordinary
| oss) for the worthl essness of the $2 mllion |oan.*?

The third anmended return adds a claimfor a worthl ess stock
| oss attributable to the worthl essness of M. Rendall’s Sol v- Ex
common stock remaining after Merrill Lynch's sale of the pl edged
shares. That deduction results in a pro tanto decrease in the
capital gain and increase in the net |oss reported on the first
and second anended returns.

On the Schedule D attached to the fourth amended return,
petitioners omt the gain fromMerrill Lynch’s sale of the
pl edged Sol v- Ex common stock. Instead, they claima worthl ess
stock loss equal to M. Rendall’s total cost basis in all of his
Sol v- Ex shares, including the shares pledged to Merrill Lynch.
In the “Explanati on of Changes to |Inconme, Deductions, and

Credits”, petitioners describe the purpose of the fourth anended

return as follows: “To witeoff Solv-Ex worthless stock and
renove sal es proceeds [fromMerrill Lynch's sale of the pledged
shares] which taxpayer incorrectly reported.” That change

results in a net capital loss for 1997 (deducted to the extent of

$3, 000 pursuant to section 1211(b)) and a substantial increase in

12 The first and second anended returns report the sane
1997 net | oss. Nonethel ess, assum ng there was a 1997 bad debt,
t he busi ness versus nonbusi ness bad debt issue is not noot
because the resolution of that issue directly bears upon the
anount of petitioners’ net operating |oss carryback/ carryover
from 1997.
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petitioners’ total 1997 net | oss over the net | oss reported on
the third anmended return

OPI NI ON

Burden of Proof

Petitioners argue that, pursuant to section 7491(a), the
burden of proof “has shifted to” respondent with respect to al
of the factual issues. Petitioners further argue that respondent
conceded at trial that he bears the burden of proof on all issues
except the LIFQ FIFO basis issue, and that respondent bears the
burden of proof on that issue as well because petitioners have
“met the preconditions of Section 7491 on * * * [that] issue.”
Cenerally, a taxpayer in this court bears the burden of
proof. Rule 142(a)(1). |In certain circunmstances, however, if
t he taxpayer introduces credible evidence wth respect to any
factual issue relevant to ascertaining the proper tax liability,
section 7491 shifts the burden of proof to the Conm ssioner.
Sec. 7491(a)(1l); Rule 142(a)(2). Credible evidence is evidence
the court would find sufficient upon which to base a deci sion on
the issue in favor of the taxpayer if no contrary evidence were

submtted. See Hi gbee v. Conm ssioner, 116 T.C 438, 442 (2001);

Bernardo v. Comm ssioner, T.C. Mnpb. 2004-199 n. 6. Secti on

7491(a) (2) inposes certain prerequisites to the application of

section 7491(a)(1l), including that the taxpayer nust have
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conplied with the requirenents under the Internal Revenue Code
“to substantiate any iteni. Sec. 7491(a)(2)(A).

At trial, respondent conceded that “the preconditions set
forth in section 2 [section 7491(a)(2)] have been net, with the
exception of the fact that the taxpayer has not * * * maintained
or provided records necessary for the identification of the sale
of the stock pertaining to the LIFOFIFO issue.” That is not a
concessi on by respondent that he bears the burden of proof on al
i ssues except the LIFQ FIFO basis issue. It is nerely a
concession that petitioners have satisfied the section 7491(a)(2)
prerequisites to the application of section 7491(a)(1l) to those
i ssues. Respondent argues that petitioners retain the burden of
proof on all issues because they have failed to present “credible
evi dence” in support of their position on each issue as required
by section 7491(a)(1).

As discussed infra, petitioners have failed to introduce
credi ble evidence that: (1) They are not taxable on the sale of
634, 100 shares of Sol v- Ex common stock pledged to Merrill Lynch;
(2) they may determine M. Rendall’s basis in those shares under
the LIFO nmethod for determ ning cost basis; and (3) the $2
mllion loan and M. Rendall’s Sol v- Ex comon stock becane
worthless in 1997. Therefore, petitioners retain the burden of
proof with respect to those issues pursuant to Rule 142(a), a

burden that, because of the absence of credible evidence,
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petitioners cannot sustain. See Bernardo v. Conmm Ssioner, supra

at n. 7.

[1. Attribution to M. Rendall of the Sale Proceeds From
Merrill Lynch's Sale of Pl edged Sol v- Ex Commbn St ock

On brief, petitioners argue that, because Merrill Lynch sold
634, 100 of the pledged shares “for their own purposes” (i.e.,
“for Merrill Lynch's protection of their massive short
position”), the income fromthat sale is taxable to Merrill
Lynch. Petitioners further argue that because those shares had
been reissued in Merrill Lynch’s nanme before their sale by
Merrill Lynch, Merrill Lynch “should bear the tax consequences on
such sale.” Petitioners discount the fact that the shares were
acquired by Merrill Lynch pursuant to the pl edge agreenent on the
ground that that agreenent “was fraudulently procured in |ight of
all the facts.”

In response to petitioners’ argunents, respondent argues
that: (1) The pl edge agreenent was valid; (2) under it, M.
Rendal | , as pl edgor, retained ownership of the pledged shares;

(3) the proceeds fromthe sale of pledged shares were used to

di scharge M. Rendall’s indebtedness to Merrill Lynch and,
therefore, benefited M. Rendall; and (4) any reissuance of

pl edged shares in Merrill Lynch’s nanme was “done to facilitate
Merrill Lynch’s sale [of the shares] as pledgee”, not to transfer

ownership of the pledged shares to Merrill Lynch. Respondent
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concludes: *“Therefore, in light of the facts, the gain fromthe
sal e of such stock is properly taxable to M. Rendall.”

We agree with respondent. There is no evidence in the
record to indicate that the pledge agreenent was “fraudul ently
procured”, as petitioners allege, nor is there any evidence that
Merrill Lynch sold the 634,100 shares of pl edged Sol v- Ex common
stock in any capacity other than as a pledgee in order to satisfy
M. Rendall’s debt to it. Merrill Lynch sold only enough shares
to satisfy M. Rendall’s outstanding debt obligation under his
margi n | oan account.!® The remai ni ng pl edged shares were
returned to M. Rendall within 1 nonth fromthe | ast sale of
pl edged stock. Those circunstances suggest that Merrill Lynch’s
sol e purpose in securing the pledge of Solv-Ex conmon stock from
M. Rendall, and his sole purpose in pledging that stock, was to
provi de security for the repaynent of his debt to Merrill Lynch,
and we so find.

Petitioners suggest that Merrill Lynch's demand for
repaynent of the margin | oan was unwarranted because, at that

time, the value of the pledged shares was over $40 mllion, and

3 On May 2, 1997, Merrill Lynch denmanded repaynment by M.
Rendal I of $4, 195,022.80 “plus all accrued interest”. The sale
of 634, 100 pl edged shares between May 28 and June 4, 1997,
generated net sal es proceeds of $4,229,479. There is no evidence
that Merrill Lynch paid to M. Rendall, or that M. Rendal
demanded from Merrill Lynch, the $34,456.20 difference.

Therefore, we infer that that difference constituted all or a
portion of the accrued interest referred to in Merrill Lynch's
May 2, 1997, letter to M. Rendall.
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Sol v-Ex had recently denonstrated, at its initial stage plant,
the viability of its oil sands technology. Merrill Lynch's
notivation for demandi ng repaynent of the margin |loan when it did
is irrelevant. Pursuant to the pledge agreenment, M. Rendall’s
mar gi n | oan was payabl e on demand, and there is no dispute that
he failed to repay the loan during the period Merrill Lynch
allotted for repaynment. Also, M. Rendall benefitted by having
his debt to Merrill Lynch discharged by the sal e of pledged
shares. 4

As the pledgor of the Sol v-Ex common stock held by Merril
Lynch, M. Rendall renained the owner of and, therefore, was
taxable on Merrill Lynch's sale of the pledged shares. As stated

by the Court of Appeals for the First Grcuit in AOd Colony Trust

Associates v. Hassett, 150 F.2d 179, 182 (1st Cr. 1945): *“A

pl edgee who has not foreclosed has only a special interest or
property in the stock during the continuance of the pledge. The
pl edgor retains the title and gains fromsales of the collateral

are taxed to the pledgor.” See also Joyce v. Conm ssioner, 42

14 Petitioners do not address the consequence of the
di scharge of M. Rendall’s indebtedness to Merrill Lynch if
Merrill Lynch, pursuant to petitioners’ theory, sold the Sol v-Ex
shares in question for its own account. On brief, petitioners
claim“the proceeds were assigned to cover Rendall’s debt to
Merrill Lynch”. Perhaps petitioners’ position is that they
sustained a theft |loss equal to their basis in the shares sold
and an itemof (ordinary) gross incone equal to the anount of
debt discharged. See secs. 61(a)(12), 165(b).
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765 (1938).

M. Rendall’s Basis in the Pl edged Stock Sold by Merrill

Lynch (The LI FQ FlI FO Basi s | ssue)

Both parties cite section 1.1012-1(c), Incone Tax Regs.,

support of their respective positions regarding M. Rendall’s

cost basis for the 634, 100 shares of Sol v- Ex comon

Merrill Lynch. That provision states, in pertinent part, as

foll ows:

§ 1.1012-1 Basis of property.

* * * * * * *

(c) Sale of stock. (1) In general. |If shares of
stock in a corporation are sold or transferred by a
t axpayer who purchased or acquired lots of stock on
different dates or at different prices, and the | ot
fromwhich the stock was sold or transferred cannot be
adequately identified, the stock sold or transferred
shal | be charged agai nst the earliest of such lots
purchased or acquired in order to determ ne the cost or
ot her basis of such stock * * *. |If, on the other
hand, the lot fromwhich the stock is sold or
transferred can be adequately identified, the rule
stated in the preceding sentence is not applicable. As
to what constitutes “adequate identification,” see
subpar agraphs (2), (3), and (4) of this paragraph.

(2) ldentification of stock. An adequate
identification is made if it is shown that certificates
representing shares of stock froma | ot which was
purchased or acquired on a certain date or for a
certain price were delivered to the taxpayer’s
transferee. Except as otherw se provided in
subparagraph (3) or (4) of this paragraph, such stock
certificates delivered to the transferee constitute the
stock sold or transferred by the taxpayer. Thus,
unl ess the requirenents of subparagraph (3) or (4) of
this paragraph are net, the stock sold or transferred
is charged to the ot to which the certificates

in

stock sold by
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delivered to the transferee bel ong, whether or not the
t axpayer intends, or instructs his broker or other
agent, to sell or transfer stock froma | ot purchased
or acquired on a different date or for a different
price.

(3) ldentification on confirmation docunent. (i)
Where the stock is left in the custody of a broker or
ot her agent, an adequate identification is nade if --

(a) At the tine of the sale or transfer, the

t axpayer specifies to such broker or other agent having

custody of the stock the particular stock to be sold or

transferred, and

(b) Wthin a reasonable tine thereafter,

confirmation of such specification is set forth in a

witten docunent from such broker or other agent.

Stock identified pursuant to this subdivision is the

stock sold or transferred by the taxpayer, even though

stock certificates froma different |ot are delivered

to the taxpayer’s transferee.

Petitioners argue that Merrill Lynch’s actions in selling
634, 100 of the pledged shares “precluded [M. Rendall] from
maki ng any identification at or about the time of the sale by
Merrill Lynch”, and that their “first opportunity” to identify
the shares sold was in connection with the preparation and filing
of their 1997 return. Petitioners conclude that they nmade
adequate identification of the shares sold on Schedule D of their
1997 return.

Respondent argues that “M. Rendall was well aware that
Merrill Lynch intended to sell a portion of the pledged stock to
satisfy his margin |l oan debt” and, “[d]espite know ng of Merril

Lynch’s intentions * * * petitioners made no attenpt to conply
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with the adequate identification requirenents.” Respondent
concl udes that, because “[a]t the tinme of the sale” M. Rendal
failed to specify to Merrill Lynch the shares to be sold, as
requi red by section 1.1012-1(c)(3)(i)(a), Incone Tax Regs., there
was no “adequate identification” of the sold shares. Therefore,
M. Rendall’s cost basis in those shares nmust be determ ned by
appl ying the FI FO net hod.

Again, we agree wth respondent. The May 1997
correspondence described supra involving Merrill Lynch, Sol v-Ex,
and counsel for each denonstrates that the two sides were in
communi cation before the sale of pledged shares. |In |ate My,
when the sal e of pledged shares appeared inevitable, Solv-Ex, on
behalf of M. Rendall, could have identified to Merrill Lynch the
shares to be sold; e.g., by making that identification in the My
27, 1997, letter fromcounsel for Solv-Ex to counsel for Merril
Lynch acknow edgi ng the transfer of the pledged shares to Merril
Lynch’s nanme. In fact, M. Rendall testified at trial that he
could have identified the stock to be sold at or before the tine
of sale. Therefore, we find that M. Rendall was not precl uded
by Merrill Lynch fromidentifying those shares “At the tinme of
the sale”, which would have satisfied the requirenents of section
1.1012-1(c)(3)(i)(a), Inconme Tax Regs.

M. Rendall’s testinmony and an unobjected-to proposed

finding of fact based upon that testinony establish that he
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purchased 2.5 mllion of the 2,660,000 shares pledged to Merril
Lynch in 1980 for 1 cent a share, and we have so found.
Petitioners also do not object to respondent’s proposed finding
of fact that the stock certificates given to Merrill Lynch for
the remai ni ng 160, 000 pl edged shares represented shares M.
Rendal | purchased at various tines after 1980, and we have so
found. Because the selling sharehol der may do no nore than
select and identify shares for sale fromanong the shares “left
in the custody of a broker or other agent,” no nore than 160, 000
of the 634,100 pl edged shares Merrill Lynch sold on M. Rendall’s
behal f coul d have been identified by himas having been purchased
for nore than 1 cent a share. Sec. 1.1012-1(c)(3), Incone Tax
Regs. Thus, at |east 474,100 (634,100 - 160, 000) of the sold
shares had a cost basis to M. Rendall of 1 cent a share. See

al so Kluger Associates, Inc. v. Commi ssioner, 617 F.2d 323, 327-

328 (2d CGir. 1980), affg. 69 T.C 925 (1978).

Moreover, M. Rendall failed to adequately identify the
ot her 160, 000 pl edged shares sold by Merrill Lynch. Petitioners’
purported identification on their 1997 originally filed and
anended returns was inadequate for two reasons: (1) Those
returns did not specify which of M. Rendall’s shares purchased
after 1980 at nore than 1 cent a share constituted the 160, 000
shares pledged to Merrill Lynch; and (2) even if those shares had

been identified on petitioners’ 1997 returns, that identification
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woul d not have been tinely since it would not have been “[a]t the
time of the sale” as required by section 1.1012-1(c)(3)(i)(a),

I ncone Tax Regs. See also Hall v. Comm ssioner, 92 T.C 1027,

1039 (1989) (taxpayer not permtted to avoid application of the
FI FO nmet hod by waiting “until the end of a year to allot specific
sales to his general inventory of stocks in such a manner as to
be nost beneficial to himtaxw se”).

We hold that petitioners have failed to introduce credible
evi dence that they adequately identified, on a LIFO basis, any
portion of the 634,100 pl edged shares sold by Merrill Lynch.
Therefore, we sustain respondent’s application of the FIFO nethod
for determning M. Rendall’s basis in those shares. Because the
nunmber of pledged shares constituting shares M. Rendal
purchased for 1 cent a share in 1980 at the initial offering of
Sol v- Ex common stock (2.5 mllion) was well in excess of the
634, 100 pl edged shares sold by Merrill Lynch, respondent properly
determned that M. Rendall’s FIFO basis in the sold shares was
$6, 341 (634,100 x 1 cent), and that petitioners’ |long-term
capital gain on the sale of those shares was $4, 223, 138
($4, 229, 479 - $6, 341) .

| V. Bad Debt Deducti on

A Law
Section 166(a)(1) allows a deduction for “any debt which

beconmes worthless within the taxable year.” To provide credible
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evi dence of worthlessness in 1997, petitioners nust show that the
$2 mllion |loan had value at the begi nning of 1997 and becane

worthl ess during that year. Ml enbach v. Conm ssioner, 106 T.C.

184, 204 (1996), affd. in part, revd. in part on other grounds
and remanded 318 F.3d 924 (9th Cr. 2003). The determ nation
depends upon the particular facts and circunstances of each case,
al t hough, generally, “the year of worthlessness is fixed by
identifiable events that formthe basis of reasonable grounds for
abandoni ng any hope of recovery.” 1d. at 204-205; see also

Estate of Mann v. United States, 731 F.2d 267, 276 (5th Gr

1984); Dallneyer v. Conm ssioner, 14 T.C 1282, 1291-1292 (1950).

A taxpayer nust provide evidence of lack of potential as well as
liquid value by yearend, and the taxpayer’s unsupported opi nion
that the debt becanme worthless in a particular year, by itself,

wll not normally be accepted as proof of worthlessness. See

Dustin v. Conm ssioner, 53 T.C 491, 501-502 (1969), affd. 467

F.2d 47 (9th Gr. 1972).

B. Analysis
1. | nt r oducti on

In support of their entitlenent to a 1997 bad debt deduction
for the worthl essness of the $2 million | oan, petitioners argue
that, as of Decenmber 31, 1997: (1) Solv-Ex was in bankruptcy in
both the United States and Canada; (2) it had coomtted to sel

all of its Canadi an operating assets (plant and equi pnent) and
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| eases at a substantial loss; (3) it was insolvent; (4) its

t echnol ogy was wi thout value; and (5) it had no past, present, or
prospective future earnings; i.e., it had no “realistic, viable
plan to pursue its business” other than the “incorrigible and
hopel ess optimsmof its founder and chai rman, John Rendall.”

Al t hough there is no doubt that Solv-Ex was in a serious
financial bind and faced an extrenely uncertain future as of
Decenber 31, 1997, for the reasons discussed infra we agree with
respondent that “[t]he facts do not establish that all reasonable
hope of any future satisfaction on the |oan was |ost in 1997”

2. The Bankruptcy Reorgani zati ons

Both the U S. and Canadi an bankruptcy proceedi ngs
constituted reorgani zations, not |iquidating bankruptcies. Wen
a bankruptcy reorgani zation (e.g., under chapter 11 of the United
St at es Bankruptcy Code) continues w thout objection fromthe
creditors of the bankrupt, there is a strong presunption that the
reorgani zation is not hopeless and that the creditors wll
receive at |least partial repaynent of the bankrupt’s debts. See

Mayer Tank Manuf acturing Co. v. Conm ssioner, 126 F.2d 588, 591-

592 (2d Gir. 1942); Barrett v. Conm ssioner, T.C Meno. 1996-199,

affd. wi thout published opinion 107 F.3d 1 (1st G r. 1997). In
the present case, that presunption is consistent wth the

evi dence.
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Al though Sol v-Ex was required to sell all of its Canadian
operating assets and |l eases in order to raise cash, it still
retai ned ownership of its hydrocarbon, mneral, and netal
extraction technol ogi es, nunerous patents in the United States,
Canada, and el sewhere covering those technol ogies, both for oi
sands and oil shale (the retained technology), and land in
Al buquer que, New Mexico containing a research facility, office
space, a pilot plant, an acid plant, and nachi nery and equi pnent.
It also continued to enploy research engineers. The existence of
those retai ned assets and personnel suggests that, as of the end
of 1997, Solv-Ex was in a position to continue its attenpts to
becone a successful operating conpany after it emerged from
bankr upt cy.

At trial, M. Rendall testified that the retai ned technol ogy
was not marketable as of Decenmber 31, 1997, because of his |oss
of credibility attributable to the SEC i nvestigation. M.

Rendal | also testified, however, that the retained technol ogy
still had substantial intrinsic value which would becone apparent
to the marketpl ace once his credibility was restored through
proven useful ness of the technology in extracting mnerals. W
interpret that testinony to be an acknow edgnent by M. Rendal
that the retained technol ogy had potential value to Sol v- Ex

sufficient to enable it to energe from bankruptcy as a viable

conpany.
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M. Rendall further testified that the patents were

wort hl ess without his know edge “of how to make * * * [them

work.” But, assum ng arguendo that the patents were usel ess

w thout M. Rendall’s knowhow in exploiting them it is

undi sputed that, as of Decenber 31, 1997, M. Rendall was stil

the CEO of Solv-Ex, and that, in M. Rendall’s own words, he and

the patents were “united for [the] future.”

Anot her reason for at |east cautious optimsm as of
Decenber 31, 1997, regarding Sol v-Ex’ s prospects for financial
recovery was the potential comrercialization of Solv-Ex’s Ti02S
technol ogy (a titanium di oxide substitute for whitening paper and
other materials, hereinafter included in the term“retained
technology”). M. Rendall testified that they “had” the
“product” in January 1998, that “it was an excellent product”,
and that, in February 1998, he went to Venezuel a, where, the
followng April and May, he was able to enter into two MOUs with
Venezuel an conpani es for the production and marketing of pignent

using the Ti 02S technol ogy. *°

1 We infer fromM. Rendall’s testinony and fromthe
representation in the anmended di scl osure statenent filed in the
U.S. bankruptcy proceeding on June 23, 1998, that aspects of the
Ti 02S technol ogy had been “denonstrated previously in the Sol v- Ex
Research and Pilot Plant facility in Al buquerque” that the
t echnol ogy was either devel oped or in the final stages of
devel opnent as of Dec. 31, 1997.
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Sol v-Ex’ s plan of reorgani zati on was approved by both the
U.S. and Canadi an bankruptcy courts in 1998, whereupon Sol v- Ex
energed fromthe joint bankruptcies and, thereafter, continued to
operate. Moreover, under the plan, M. Rendall received
5,728,767 shares of new Sol v-Ex common stock in discharge of the
$2 million loan (plus interest). Because the nunber of shares
M. Rendall received was based upon the actual bid price for
Sol v- Ex common stock on the date inmmediately prior to the date of
recei pt (50 cents a share), those shares obviously had a val ue
greater than zero upon receipt by M. Rendall.

Lastly, M. Rendall testified at trial that the lawsuits
comrenced in 1998 agai nst Deutsche Bank and others, after Sol v-
Ex’ s di scharge from bankruptcy, entailed the potential recovery
of $100 million for Sol v-Ex.

Al t hough the arrangenents for commercializing the Ti02S
technol ogy in Venezuel a, Solv-Ex's energence from bankruptcy, the
conversion to common stock of the $2 mllion loan, and the suits
agai nst Deut sche Bank and others all occurred in 1998, we may
“t ake cogni zance of subsequent events in confirm ng whether a
debt becomes worthless in a particular year.” Crown v.

Conmm ssioner, 77 T.C. 582, 600 (1981).

Petitioners have not persuaded us that the joint
bankruptcies were identifiable events denonstrating the

wort hl essness of the $2 nmllion | oan as of Decenber 31, 1997.
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3. Sale of Solv-Ex's Canadi an Operating Assets and Leases

Al though Solv-Ex’s forced sale to Koch of a 78-percent
interest in its Canadi an operating assets and | eases was
certainly a setback for the conpany, for the reasons discussed in
the prior section, that sale (to which Sol v-Ex was committed as
of Decenber 31, 1997) did not elimnate the realistic hope that
Sol v-Ex woul d be able to recomence operations in the future and
becone profitable.

In fact, the cash raised by that sale (and by Solv-Ex’s sale
of the remaining 12-percent interest in its Canadi an operating
assets and | eases) hel ped enabl e Solv-Ex to discharge
substantially all of its non-subordinate, non-debenture debts,

t hereby enhancing the prospects for its eventual recovery.
Moreover, that is true whether the sale was at a gain, at break-
even, or at a loss as petitioners allege.

We find that the anticipated sale of Solv-Ex’ s Canadi an
operating assets and | eases was not an identifiable event
i ndicating the worthl essness of the $2 million | oan as of
Decenber 31, 1997.

4. | nsol vency

As noted supra, there are no financial statenments in
evidence that reflect Solv-Ex's financial position as of Decenber
31, 1997. The only evidence indicating Solv-Ex s insolvency as

of that date is M. Ciotti’s unsubstantiated trial testinony that
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Solv-Ex’s loss on its sale of Canadi an operating assets and
| eases to Koch “resulted in a negative net worth fromthe Koch
transaction of $13 million at Decenber 31, 1997.” The financi al
statenents that are in evidence show Sol v-Ex to have been sol vent
as of March 31, 1997, and insolvent by less than the $2 mllion
owed to M. Rendall as of August 31, 1998. Neither M. Cotti’s
testinmony nor the balance sheets in evidence take into account
Sol v-Ex’ s of f-bal ance-sheet assets (e.g., the retained
t echnol ogy), the value of which obviously woul d have had a
favorabl e i npact on Solv-Ex's financial condition at any point.

Even if Solv-Ex was technically insolvent at the end of
1997, there is no evidence that the insolvency was so extrene as
to cause grounds “for abandoni ng any hope of recovery.”

M | enbach v. Conm ssioner, 106 T.C. at 205. A debtor’s poor

financial condition, including insolvency, does not establish
that the debt is worthless, particularly where, as in this case,
the debtor remains a going concern and there is a reasonabl e hope
that its financial condition wll inprove in the not too distant

future. See Roth Steel Tube Co. v. Commi ssioner, 620 F.2d 1176,

1181-1182 (6th Gir. 1980), affg. 68 T.C. 213 (1977); Riss v.

Conm ssioner, 56 T.C. 388, 408 (1971), affd. in part, revd. and

remanded on anot her issue 478 F.2d 1160 (8th Gr. 1973), affd.

sub nom Conmi ssioner v. Transp. Munufacturing & Equip. Co., 478
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F.2d 731 (8th G r. 1973); Trinco Indus., Inc. v. Conm ssioner, 22

T.C. 959, 965 (1954).

Al so, it does not appear that the unpaid $33 million Phenex
| oan was sufficient to cause M. Rendall to abandon all hope of
recovery on the $2 million loan. In the amended di scl osure
statenment, Solv-Ex represented that it was prepared to assert
of fsetting cl ains agai nst Phemex and its affiliates, and, as of
Decenber 31, 1997, Phenex had not filed a proof of claim As
not ed supra, Phenex did not file a proof of claimby the January
31, 1998, deadline and, therefore, waived its claimentirely.

Assum ng arguendo that Solv-Ex was technically insolvent as
of Decenber 31, 1997, that insolvency was not an identifiable
event indicating the worthlessness of the $2 million | oan as of
Decenber 31, 1997.

5. Wether Solv-Ex's Technol ogy Ws Wt hout Val ue

As discussed in section IV. B.2., supra, the evidence
i ndi cates that the retained technol ogy had substantial potenti al
val ue as of Decenber 31, 1997. Therefore, it cannot be
consi dered worthless as of that date.

6. Absence of Prior Earnings or a Viable Business Plan for
t he Future

a. Absence of Prior Earnings

A history of continuous operating | osses, |ike insolvency,
does not represent an identifiable event indicating the

wort hl essness of the | oss corporation’s indebtedness. As in the
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case of insolvency, the argunent agai nst worthl essness is
particularly strong when the debtor is still operating and is

taking steps to becone profitable. See Estate of Pachella v.

Comm ssioner, 37 T.C 347, 353 (1961), affd. 310 F.2d 815 (3d

Cr. 1962); Trinco Indus., Inc. v. Conm ssioner, supra at 965;

OCckrant v. Commi ssioner, T.C. Mno. 1966-60.

b. Busi ness Pl an

As di scussed supra, Solv-Ex presented a conprehensive
busi ness plan in the anmended di scl osure statenent. That plan
centered on the exploitation of the retained technol ogy and was
expected to generate a positive cash flow by 2000. The plan was
a key conponent of the plan of reorganization that was approved
by bankruptcy courts in both the United States and Canada.
Al though the evidence indicates that, as of the trial date (Apri
5, 2005), all efforts to bring that plan to fruition have been
unsuccessful, it does not reveal the reasons for that |ack of
success. More significantly, there is no evidence that that |ack
of success was foreseeabl e when the plan was fornul ated during
the period of the joint bankruptcies (July 1997 to July 1998).
Certainly, the failure of what appeared to be a prom sing project
in Venezuela for the comrercialization of the Ti02S technol ogy,
caused by a change in the Venezuel an Governnent in |ate 1998, was
unf oreseen and was, in M. Rendall’s own words, “a circunstance

beyond ny control.” Moreover, the fact that Solv-Ex was still in
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exi stence at the tinme of trial, with M. Gotti rather than M.
Rendall at the helm indicates that, as late as April 2005, there
was still sone hope for Solv-Ex's financial success.

We find that petitioners have failed to present credible
evi dence in support of their argunment that the plan of
reorgani zation reflected nothing nore than the “incorrigible and
hopel ess optimsmof * * * John Rendall."15

C. Concl usion

None of the factors petitioners cite is sufficient, either
al one or in conbination, to establish (i.e., provide credible
evi dence of) the worthl essness of the $2 mllion | oan as of
Decenber 31, 1997. Nor do we see any other basis for a finding
of worthlessness. The sale by Merrill Lynch, as pl edgee, of
634, 100 shares of Sol v- Ex common stock, the delisting of the
stock fromtrading on the NASDAQ Snal | - Cap Market (events which
depressed the stock’s value, making it nore difficult to raise
capital through the issuance of new shares), the class action
| awsuits, and Sol v-Ex’s SEC problens all may have conbined to
pl ace Sol v- Ex under extrene financial stress, but those events
coul d not be viewed, on Decenber 31, 1997, as necessarily

elimnating, for all tinme, Solv-Ex's ability to discharge at

6 See United States v. S.S. Wiite Dental Mnufacturing
Co., 274 U. S. 398, 403 (1927) (in sustaining a | oss deducti on,
the Suprenme Court stated that “[t]he taxing act does not require
the taxpayer to be an incorrigible optimst”).
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| east a portion of the $2 mllion loan. Petitioners have not
provi ded credi bl e evidence of worthl essness.

Because we hold that petitioners have failed to provide
credi bl e evidence that the $2 nmillion | oan becanme worthless in
1997, it necessarily follows that petitioners are entitled to
neither a $2 million nonbusi ness bad debt deduction nor a $2
mllion business bad debt deduction for the alleged worthl essness
arising in 1997.

V. Wirthless Stock Loss

A,  Law

Section 165(g)(1) provides that, if any security that is a
capital asset becones worthless during the taxable year, the
resulting loss shall be treated as a loss fromthe sale or
exchange of a capital asset. Section 165(g)(2)(A) provides that
the term “security” includes stock in a corporation.

The principles for establishing the worthl essness of stock
in a particular taxable year are virtually identical to the
principles for establishing a worthl ess debt. Those principles

are succinctly set forth in Murton v. Conm ssioner, 38 B. T. A

1270, 1278-1279 (1938), affd. 112 F.2d 320 (7th Cr. 1940), as
foll ows:

The ultimte val ue of stock, and conversely its
wort hl essness, will depend not only on its current
I iquidating value, but also on what value it may
acquire in the future through the foreseeabl e
operations of the corporation. Both factors of val ue
must be w ped out before we can definitely fix the
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loss. If the assets of the corporation exceed its
liabilities, the stock has a liquidating value. If its
assets are less than its liabilities but there is a
reasonabl e hope and expectation that the assets w |
exceed the liabilities of the corporation in the
future, its stock, while having no |iquidating val ue,
has a potential value and can not be said to be

worthl ess. The |loss of potential value, if it exists,
can be established ordinarily with satisfaction only by
sone “identifiable event” in the corporation’s life

whi ch puts an end to such hope and expectati on.

There are, however, exceptional cases where the
liabilities of a corporation are so greatly in excess
of its assets and the nature of its assets and busi ness
is such that there is no reasonabl e hope and
expectation that a continuation of the business wll
result in any profit to its stockholders. 1In such
cases the stock, obviously, has no |iquidating val ue,
and since the limts of the corporation’s future are
fixed, the stock, |ikew se, can presently be said to
have no potential value. Were both these factors are
established, the occurrence in a |later year of an
“identifiable event” in the corporation’s life, such as
liquidation or receivership, will not, therefore,
determ ne the worthl essness of the stock, for already
“its value had becone finally extinct.” [Ctations
omtted.]

Thus, as in the case of a bad debt deduction due to the
wort hl essness of a debt, the taxpayer must show an absence of
potential as well as liquid value by yearend in order to sustain
a worthless stock | oss.

B. Analysis

In support of their entitlenment to a 1997 worthl ess stock
| oss, petitioners point to the sanme “identifiable events” that

they relied upon in support of their clained bad debt deducti on:

the joint bankruptcies, the alleged insolvency as of Decenber 31,
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1997, the sale of Solv-Ex’ s Canadi an operating assets and | eases,
the alleged worthl essness of its technology, and the all eged
absence of either present or potential future earnings. For the
sanme reasons that none of the factors cited by petitioners is
sufficient, either alone or in conbination, to provide credible
evi dence of the alleged 1997 worthl essness of the $2 mllion | oan
(see section IV. B., supra), those factors fail to provide
credi bl e evidence of the alleged worthl essness of the Sol v- Ex
common stock M. Rendall held on Decenber 31, 1997.

Petitioners also argue that, despite continued over the
counter trading of Solv-Ex's common stock via the “pink sheets”,
M. Rendall’s stock was worthl ess as of Decenber 31, 1997,
because of Solv-Ex's inability to file delinquent Forns 10-K and
10-Q and M. Rendall’s status as an officer of Solv-Ex with
“negative non-public insider information”, both of which rendered
M. Rendal|l’s Sol v-Ex conmon stock nontradabl e on the open market
under Federal securities laws. Lastly, petitioners argue that
the “pink sheet” value “would have applied to trades of very
small lots of stock--100 to 200 share | ots--and would have had no
application to * * * [M. Rendall].”

There is no evidence, aside from M. Rendall’s testinony,
that he was prohibited fromtrading in Solv-Ex common stock as of
Decenmber 31, 1997. Although the correspondence between counsel

for Merrill Lynch and counsel for M. Rendall before the sale of
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pl edged shares by Merrill Lynch inplies that, under SEC Rul e 144,
M. Rendall m ght have been restricted fromselling his Sol v- Ex
shares, petitioners stipulated (w thout objection by respondent)
that the correspondence was offered “for the limted purpose of
showi ng the existence of a controversy over the sale of the stock
[by Merrill Lynch], and not for the facts or |egal opinions
contained therein.” Mreover, M. Rendall was not offered as a
Federal securities |law expert. Therefore, we find no credible
evidence in the record that M. Rendall was restricted by | aw
fromselling his Sol v-Ex shares over the counter as of Decenber
31, 1997.

Nor have petitioners furnished any evidence in support of
their claimthat the “pink sheet” value of the Sol v- Ex common
stock as of Decenber 31, 1997, $3 a share, bore no rel ationship
to the market value of M. Rendall’s shares on account of the
smal| daily volune of trades. Even if we were to assune that
Solv-Ex was trading in lots of 100 to 200 shares at the end of
1997, that fact would not establish the worthl essness of M.

Rendall’'s shares at that tine. See Jones v. Comnmi ssioner, 29

B.T.A 928, 931 (1934) (“The fact that the petitioner could not
find any purchaser for his shares at the tinme he offered themfor
sale is not conclusive evidence * * * that they were worthless”);

West End Pottery Co. v. Conmi ssioner, 7 B.T.A 927, 929 (1927)

(the lack of a ready market for stock does not establish
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wort hl essness); see also G nsburg v. Conm ssioner, T.C Meno.

1974- 191 (stock’s worthl essness rejected when based upon an SEC
ban on the trading of the stock in the United States and the
absence of any market for the stock).

G nsburg indicates that, even if M. Rendall had been
subject to SEC restrictions on selling his Sol v- Ex commbn st ock
as of Decenber 31, 1997, that fact would not constitute
concl usive evidence of worthl essness. W agree, because a
contrary result ignores the potential marketability of the stock
after Decenber 31, 1997. Assum ng arguendo that the delinquent
Forns 10-K and 10-Q and/or his insider status made it inpossible
for M. Rendall to sell his Solv-Ex shares as of Decenber 31,
1997, it appeared probable at that tinme that Sol v-Ex woul d be
able to overcone those infirmties after 1997. |In fact, the
amended di scl osure statenent specifically represents that “[t] he
Conpany intends to file and expects that it will be able to file
* * * [the delinquent] reports, or reports becom ng due in the
near future * * * followi ng confirmati on of the plan and
conpletion of an audit.”

Al nost fromits inception, Solv-Ex constituted a
“devel opnent stage enterprise’” within the neaning of FAS 7; i.e.,
a conpany that had not yet commenced its planned principal
operations. Yet, despite a nore than 15-year absence of sal es or

profits, Solv-Ex common stock was trading at $16.25 a share on
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Decenber 29, 1995, as high as $38 a share during the quarter
ended March 31, 1996, and at $14.375 a share as late as March 17,
1997. (Qbviously, for many years, the market had been betting
(with varying degrees of optimsm that Solv-Ex would be able to
devel op val uabl e technol ogy, commercialize it, and eventually,
generate sales and profits; and despite its many difficulties
after Merrill Lynch's sale of the pledged shares in late May and
early June 1997, at 1997 yearend Solv-Ex still retained its
technol ogy, and M. Rendall remained guardedly optimstic that

Sol v-Ex, by exploiting that technol ogy, could overcone its
difficulties and attain financial success. The market, while
under st andably cautious, did not entirely disagree, as evidenced
by the fact that the stock was still trading at $3 a share on
Decenber 31, 1997. That guarded opti m sm as of Decenber 31,

1997, based upon the potential conmmercialization of the retained
technol ogy, was nerely an extension of the optim smthat had

al ways attended the market’s estimate of Sol v-Ex's prospects for
financial success. Investor faith in Solv-Ex s technol ogy

provi ded value for its comon stock before Decenber 31, 1997, and
it continued to do so as of that date. Moreover, after 1997, the
mar ket continued to believe that there was at | east a slimchance
of a turnaround for Solv-Ex, as evidenced in Novenber 1998 by
Solv-Ex’s ability to raise $812,000 through a private placenent

of 1,624,000 shares of commbn stock and 919, 400 warr ants.



C. Concl usion

Petitioners have failed to provide credible evidence that
they are entitled to a deduction for the worthl essness in 1997 of
M. Rendall’s Sol v- Ex conmmon st ock.

VI . Concl usion

To reflect the foregoing,

Deci sion will be entered

for respondent.




